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Report Summary

I ntroduction

Contract Claims Are
Limited

A performance audit of the contract claims process was requested by
the Montana Department of Transportation (MDT) and approved by
the Legidative Audit Committee. Contract claimsis the term used to
refer to the administrative process to handle disputes between
contractors and district staff in performance of a construction
contract.

Contract claims are anormal part of the highway and bridge
construction process to help the department and contractors address
disputes that are not easily resolved and determine if additional
compensation to a contractor is warranted. Contract claims are
handled outside the normal process of paying contractors. Therefore,
it isimportant to have a contract clam process that is efficient and
timely. Department officials requested an audit because they wanted
to know:

How claims impact department and contractor operations.

If the contract claims processisfair to contractors while till
protecting the taxpayer’s investment.

If the department’ s claims processiis efficient and if any
changes are needed in the current process.

There are relatively low numbers of contract claims filed and their
dollar impact to the department’s overall construction program is
limited. The department measures total construction costs by
tracking payments made to contractors for work performed. One
method for assessing the impact claims have on department
operationsis to compare payments made to contractors to total
claims settled for the same time period. MDT information shows the
overall impact claims have on the department’s overall costs of
congtruction isminimal. The department paid contractors more than
$638 million between fiscal years 1990-00 through 2001-02, but
daims amounted to less than one-half of one percent of this total.
However, even though claims are a small percentage of total
payments, contractors were still paid more than $3 million in
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Claims Can Affect
Individual Projects

Management I nformation
Needed

Documentation Could be
I mproved

Page S2

additional compensation through claim settlements over the last three
years.

Claims can have significant financial impacts on individual projects
and contractors. Thisincludes the amount of staff time needed to
address claim issues. We reviewed al (25) claims for projects that
began construction in calendar years 2000 and 2001. Even though
claims have limited impact on the costs of the department’s overall
construction program, they can significantly impact payments to
contractors on individual projects. For example, one project we
reviewed has a $2.5 million dollar claim pending on a $10.7 million
project. Thisis 23 percent of the contract amount. Contract claims
also increase general administrative and indirect costs for both the
department and contractors in order to administer them.

The department does not have management information that
provides for efficient administration of contract claims.
Management information related to claim activity should be
maintained to manage claim activity in an efficient manner. The
department does not track information such as the total number of
clamsfiled in each didtrict, the reasons claims were filed, the
amount of time staff spend dealing with claim issues, and the status
of claims being reviewed. Presently, the department relies
exclusively on Construction Bureau and district staff memory to
obtain data related to claims. Consequently, we identified problems
with the accuracy of department information related to claim activity
and neither the Construction Bureau nor district staff knows the
extent or impact of claim activity onthe MDT’ s construction

program.

Documentation weaknesses in the department’ s claims process make
it difficult to determine how decisions to settle claims are made and
whether the settlements are fair to either the state or contractors.
Documentation plays a significant role in favorable and timely
negotiation and settlement of claims. Therefore, all phases of claim
review should be documented and all department decisions
supported. We noted several documentation weaknesses related to
the claim process. The lack of documentation made it difficult to
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Coordination Needed

How Can Contract Claim
Administration be
Improved?

determine how and why the department made decisions related to
claims. Consequently, it was not aways possible to determine how
settlements with contractors were reached or if settlements were fair
to contractors or the taxpayer.

Thereislimited coordination between the districts, Construction
Bureau, and Federal Highway Administration (FHWA) regarding
contract claim activity. The Construction Bureau has expertise not
avalablein the districts and is also responsible for ensuring

problems on construction projects are handled consistently statewide.
Therefore, districts should be immediately notifying the bureau about
claim issues. Our review found coordination between the districts
and the Construction Bureau on claim issuesis limited and
inconsistent. Often the Construction Bureau was not notified and
included in claim issues until district staff and contractors had spent
months trying to resolve an issue. In some cases the Construction
Bureau was not aware of contract claims until they were appealed to
the Board of Contract Appeals. Insufficient coordination between
districts and the Construction Bureau caused consistency and
timeliness issues in resolving contract claims.

The FHWA determines whether contract claims are sufficiently
supported to receive federa funding participation. Early
coordination with the FHWA is necessary so they can determine if
they will participate in payment of aclam. MDT district
construction staff generally has the responsibility to coordinate claim
issues with the FHWA. Of the 25 claims we reviewed, districts
initiated early coordination with the FHWA on only 3 claims. In
severa cases, FHWA officials were not aware of claim issues until
late in the claim review process. Claim review and settlement
decisions were delayed due to limited coordination between districts
and the FHWA.

There are a number of weaknesses in the department’ s current
system to administer contract claims. These weaknesses have
reduced the MDT’s ability to efficiently administer contract claims.
To help improve its ability to administer contract claims the
department should establish a database to compile and analyze
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Contract Claim
Evaluation and Settlement

Escrowed Bid Documents

Page S4

management information related to claim activity, train staff
regarding claim documentation requirements, and establish a quality
control process that includes claim file review to ensure clams are
properly documented.

We reviewed the timeliness of the claims process from the date a
claim issue was first brought to a district’s attention until final
resolution. It takes the department approximately 90 to 270 daysto
process aclaim. For the 25 claims we reviewed, the districts took an
average of 130 daysto review clams. The current claims review
process has repetitive steps that contribute to inefficienciesin
processing clams. Specifications currently require contractors to
notify districts of claim issues three different times. We noted there
was little difference in the information provided during these three
steps. Additionally, district staff must respond to each notification
and we found denias were generaly for the same reason each time.

Forma negotiations with contractors should begin early in the claims
process because the more time that passes the larger the
disagreements become and the more difficult it becomes to reach a
settlement. During our review, we noted any negotiations with
contractors tend to occur during the latter stages of the claims
process and after districts already denied issues at least twice. Since
negotiations occur late in the claim process, the effectiveness of the
claims process is reduced because an adversarid relationship has
generally developed between the district and contractor. This makes
negotiations and claim resolution more difficult. To improve the
timeliness and effectiveness of the claim process, the department
should eliminate repetitive steps from the claim process and focus on
early negotiations of claim issues with contractors.

Congtruction contracts of at least $3 million include a specia
provision that requires bid documents be placed in escrow within
seven days of the bid opening. In the event a contractor filesaclaim
on aproject, the specia provision alows the department to open and
review the escrowed documents and use the information when
negotiating the claim with the contractor. Construction contracts
state that if contractors do not submit all bid documentation to be
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Board of Contract
Appeals

The Board of Contract
Appeals Works as I ntended

Board of Contract Appeals
Needsto Establish Review

Timelines

placed in escrow it is considered a“materia breech” of the contract
and acts as a“fina and total waiver” of the claim. We identified
instances where all bid documentation was not provided as required,
but claims were not denied. There isinconsistent support among
department staff on whether placing bid documentsin escrow is
valuable to the contract claims process. The department needs to
review the value of placing bid documentsin escrow. If they
determine the value is limited then the requirement should be
eliminated. If the department decides to continue the practice, a
process should be established to ensure contractors provide al
required documentation.

The Board of Contract Appedls (i.e. the board) becomes involved in
the claims process when claims are denied at the district level. |If
contractors disagree with a district’ s decision to deny aclaim, the
decision can be appealed to the board. The board reviews the
documentation related to the claim and the reason the district denied
it. The board can uphold the district’s decision or modify the
decision in whole or in part.

The department requested an assessment on whether the board was
making fair, unbiased decisions when evaluating claims. The
department also wanted an evaluation of potentia alternatives to the
board. Alternatives to the board are available. However, these
alternative approaches can be more extensive and expensive than an
internal review board. We did not find evidence the board was
making decisions that were not fair or were biased in any way. The
department’ s process to use an internal Board of Contract Appealsis
working as intended and a change to an aternative approach is not
warranted.

Our review found the board was not reviewing claimsin atimely
manner. On average, it takes the board 147 daysto review claims
that were appedled. The department’ s Specifications for Road and
Bridge Construction establish timelines for other phases of the claim
process, but do not require the board to review claims within any
specified period of time. The department should establish timelines
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for Board of Contract Appeal reviews in the Standard Specifications
for Road and Bridge Construction.
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Chapter | - Introduction

I ntroduction

Audit Objectives

Audit Scope and
M ethodology

A performance audit of the contract claims process was requested by
the Montana Department of Transportation (MDT) and approved by
the Legidative Audit Committee. Contract claimsis the term used to
refer to the administrative process followed to handle disputes
between contractors and district staff to help reach afina decision on
whether additional compensation to a contractor is warranted in
performance of a construction contract. Contract claims are handled
outside the normal process of paying contractors. This report
presents the findings of our performance audit of MDT’s process to
administer contract claims.

Preiminary planning work was conducted to gain an understanding
of the contract claims process. In addition to providing MDT
officials and the legidature with information related to processing
contract claims on construction projects, we devel oped the following
audit objectives:

» Determineif controls exist to minimize contract claims.

» Determineif sufficient controls exist to process contract claims
efficiently.

» Determine how contract claims impact both department and
contractor operations.

» Determineif changes are needed in the established contract
claims process.

This audit provides information on the Montana Department of
Transportation’s process to review claims on highway and bridge
construction projects. To gain an understanding of the contract
claims process, we interviewed department management and staff in
both Helenaand in the field. We also interviewed officials from the
Federa Highway Administration (FHWA). We examined state and
federa laws and rules related to the claims process, the department’s
strategic plan and goals and objectives, the department’ s construction
manual, and the department’ s specifications for road and bridge
construction. We also completed file reviews of construction
projects that had claim activity. This preliminary work helped us

Page 1
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File Reviews and
Observations

Follow-up Interviews

Criteria
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develop an understanding of the contract claims process and the
respective duties of the Construction Bureau, the districts, and the
FHWA in processing contract claims.

After completing planning work, the main focus of our fieldwork
was directed at file reviews of construction projects and
documentation related to claim activity that occurred on these
projects. We reviewed al reported claim activity for projects that
began construction during calendar years 2000 and 2001. Since the
department (i.e. Construction Bureau) does not centrally maintain
information related to the department’ s overall claim activity, we
obtained information regarding claims from the five MDT districts.
File reviews were completed at field offices and at the Construction
Bureau. All documentation related to claim activity was examined.
We also reviewed daily diaries of project managers to further
evaluate the circumstances surrounding each claim. Daily diaries are
aproject manager’s record of construction activities including
potential problems and discussions with contractors. In al, we
reviewed 25 claims on 20 construction projects. We also attended a
meeting of the department’s Board of Contract Appeals to observe
their procedures for reviewing district claim decisions that were
apped ed.

We conducted follow-up interviews with MDT management and
staff at the completion of our file reviews. Department staff
interviewed included officias from the Construction Bureau, District
Administrators, District Construction Engineers, Project Managers,
members of the Board of Contract Appeals, and staff from the
department’ s lega services unit. We also completed follow-up
interviews as necessary with officials from the FHWA.

Additionally, we interviewed officials from the Montana Contractors
Association and 10 highway and bridge construction contractors to
gather input and suggestions regarding potential improvements made
to the process.

Criteriato evaluate the claims process was obtained from a variety of
sources. We reviewed the department’ s construction manual and
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Compliance

Potential Issuesfor
Further Study

Standard Specifications for Road and Bridge Construction that
outline the procedures for processing contract claims. In addition,
we reviewed federal regulations and information from the FHWA.
Information was aso gathered from severa other sources including
the American Society of Civil Engineers, the National Construction
Dispute Resolution Committee, the American Arbitration
Association, and the Dispute Review Board Foundation.
Transportation departments in four other states (Colorado, Idaho,
Washington, and Wyoming) were contacted to discuss procedures
for processing claims. In addition, we interviewed officials from the
Architecture and Engineering Division (Department of
Administration) and the Water Resources Division (Department of
Natural Resource and Conservation) regarding claims processing for
building and dam construction projects. The information from these
varied sources was used to compare to MDT’ s process and identify
potential efficiencies that could be incorporated.

We reviewed compliance with state and federal laws and rules
related to contract claims. There are no specific laws related to
highway and bridge construction contract claims. However, statutes
related to public contracts do apply to highway and bridge
construction projects and claims filed on those projects. A major
requirement of these statutes is that the department must pay interest
on claims from the date they were filed and pay al attorney fees for
the contractor if adistrict court rulesin favor of a contractor on a
clam. During the audit period, no claims were filed in court so we
could not test compliance with this law.

We noted instances where the department is not in compliance with
federal rules related to processing contract clams. Areas of
noncompliance related to claim documentation, timeliness of the
claims process, and department coordination with the Federal
Highway Administration. These issues are discussed in chapter I11.

During the course of our review, we identified two areas outside the
scope of our audit with potentia for further study.
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Engineering Over sight
Bureau

Highway and Road Design
Administration

Page4

The Engineering Oversight Bureau (EOB) within the department’s
Engineering Division was created in 1999 because MDT officials
believed there was a need for additional oversight of construction
projects. According to EOB officids, the bureau is responsible for
reviewing and eva uating construction activities on active
construction projects, completing plan reviews of projectsin the
design phase, conducting formal post-construction reviews, and
developing and performing selected training for field construction
staff. During the audit, department staff indicated some EOB
activities duplicate Construction Bureau activities. Other
concerns/comments included limited communication and
coordination between the EOB and the Construction Bureau, EOB
staff assuming authority of project managers on construction
projects, and limited use of EOB reviews. A performance audit
could review the role of the EOB and determine how its operations
could be improved.

We noted a common cause for change orders and claims was the
inaccuracy and incompleteness of plans and designs used on
construction projects. Department information shows there has been
a significant increase in the number and cost of change orders over
the last few years. In fiscal year 1997-98, there were 253 change
orders totaling $4.8 million (approximately 3 percent of contractor
payments). Information obtained during this audit showed during
fiscal year 2001-02 there were 303 change orders totaling $17.7
million (approximately 8 percent of contractor payments). Some of
this increase might be attributable to the department having a larger
construction program. However, some of the increase might also be
attributable to aless stringent change order approval process,
increasing numbers of design errors, increasing use of consultants to
design projects, or a combination of these issues.

A performance audit could evaluate the reasons for thisincreasein
change order activity. This could include analysis of the
department’ s procedures to review the accuracy of plans and its
process to review and approve change orders. A performance audit
could also include an assessment to determine if the numbers of plan
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Report Organization

errors and change ordersis high when compared to industry
standards and the overall impact change orders have on the
construction process.

The remainder of this report is divided into two chapters. Chapter |1
provides genera background information on MDT’ s organization,
contract claims, and the department’ s process to evauate claims.
Findings and recommendations to improve the contract claims
process are discussed in Chapter 111.
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Chapter |1 - Background

I ntroduction

Change Ordersand
Contract Claims

Why do Claims Occur ?

According to section 60-2-201, MCA, the Montana Department of
Transportation (MDT) is the custodian of the federa-aid and state
highway systems. Genera powers outlined in statute include
planning, altering, constructing, reconstructing, and improving the
state’' s highways and bridges. Department officials set agoal to
construct safe, cost-effective highway improvement projects, while
utilizing all available federal funding. Highway and bridge
construction is achieved by contracting with private contractors to
complete designated projects through a competitive bidding process.
MDT is responsible for monitoring construction contractors to
ensure projects are completed as required by the contract. One
component of administering construction contracts is processing and
resolving contract claims.

This chapter provides information related to the contract claims
process for highway and bridge construction projects. The following
sections describe Contract Claims and the role of the Construction
Bureau, MDT districts, and the Federal Highway Administration
(FHWA) in the claims process.

Change orders and contract claims are an integral part of highway
and bridge congtruction. Change orders are modifications to
construction contracts that reflect conditions not anticipated during
the project’s planning process. In mogt situations, the department
and contractors are able to come to an agreement on additiona work
and compensation related to contract deviations. Occasionally,
however, an agreement between the two parties cannot be reached.
Contract claims is the administrative process followed to handle
disagreements between contractors and district staff to reach a
decision on whether additional compensation to a contractor is
warranted. According to the FHWA, if contract claims are not
administered appropriately the result can be delays in project
completion and a costly resolution process that does not benefit
contractors or the department.

There are several reasons claims occur on construction projects
including changes in conditions within the construction area, design
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Department Organization

Construction Bureau
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changes, unclear specifications, changes in quantities of materials
used on a project, or work delays or accelerations. The following
provides examples of situations that may result in claims. Some
examples were identified during our file reviews and others came
from discussions with MDT staff and contractors.

»

Contractors encountered soil conditions they did not expect
because they were not provided the soil information by the
department. The department recently decided to once again put
soil-testing data on future plans to help reduce this kind of
problem.

Differences in design approaches between department and
consultant designs make understanding and interpreting plan
requirements more difficult for contractors.

Substantial increases in federa funding for highway and bridge
construction resulting in more projects being designed with no
increases in resources to review projects prior to going to bid.

Department and contractor personnel interpret construction
specifications or specia provisions included in the contract
differently.

L ess experienced department staff managing construction
projects.

Personality conflicts between department staff and contractors
reduced the ability of department and contractor staff to resolve
some issues.

Unexpected weather changes or changes in site conditions on the
construction project.

Contractors using ineffective project management, poor
scheduling, or substandard work.

Responsibility for administering highway and bridge construction
projects and processing contract claims lies with the department’s
Congtruction Bureau (in Helena) and five digtrict offices around the

state.

The Construction Bureau is located within MDT’ s Engineering
Division and is responsible for day-to-day construction activities
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District Offices

after construction projects are awarded. The bureau consists of 22
FTE including a Bureau Chief who administers bureau operations.
Examples of mgjor construction-related duties of the bureau include:

Devel oping policies and procedures for contract administration.
Maintaining the department’ s construction manual.

Developing specifications for highway and bridge construction.
Evaluating new construction methods/procedures.

Advising district staff on construction practices and problems.
Processing monthly payments to contractors.

Approving project change orders above $10,000.

Resolving contractor claims that reach impasse or litigation.

v Vv VvV VvV VvV VvV v Vv

MDT’ s organizationa structure includes five district offices around
the state. Didtrict offices are located in Billings, Butte, Glendive,
Great Fdls, and Missoula. Direct administration of construction
projects occurs at the district level. There are approximately 346
FTE allocated to the districts to oversee and monitor construction
activities. Didtrict staff responsible for administering construction
activitiesincludes District Administrators, District Construction
Engineers, Assistant District Construction Engineers, and Project
Managers. District Administrators oversee al transportation
functions within their district, including construction activities.

Each digtrict has a Digtrict Construction Engineer who is the primary
source of direction for the proper administration of construction
contracts. Their responsibilities include administering the district’s
construction operating budget, monitoring use of manpower,
supervising field staff assigned to oversee construction projects, and
advising staff on problems that arise on those projects. Assistant
District Construction Engineers help District Construction Engineers
with their duties and responsibilities.

Engineering Project Managers provide day-to-day on-site
management of construction projects. Project managers are
responsible for evaluating and documenting contractor compliance
with contract requirements, preparing estimates for contractor
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payments, interpreting plans and specifications, and initiating and
preparing necessary change orders. They are the first point of
contact for contractors to discuss and work out problems that arise on
construction projects. This includes approving or denying deviations
from contract requirements that could result in contractors requesting
additional compensation. Crews who perform office, surveying,
inspecting and materials testing duties assist project managers. The
size and make-up of each crew varies depending on the size and type
of construction project.

Federal regulations (23 CFR 635.124) outline requirements related to
federal participation in contract awards and settlements. The
primary role of the Federd Highway Administration (FHWA)
related to contract claims is to determine whether claims are
sufficiently supported to receive federal funding participation. For
example, if the federal participation for the original contract was 80
percent, the FHWA will pay for 80 percent of the claim if they agree
with it. The FHWA will not participate in “extraneous’ costs
associated with claims, such as legal fees. Department policy and
federal regulations require the MDT keep the FHWA officials
informed of al claims by providing them with copies of claim forms
and supporting documentation in order to ensure federal participation
onaclam.

The department’ s procedures to process claims are outlined in
section 105.16 of the department’ s Standard Specifications for Road
and Bridge Construction. MDT and contractors share responsibility
for moving claims through the process. Contractors have a
responsibility to immediately notify project managers when a
potential problem, dispute or disagreement exists that could result in
arequest for additional compensation. Contractors must also
provide sufficient documentation to the department to support their
contentions. Department staff has the responsibility to ensure
contractors provide al necessary documentation, review this
information, and conduct meetings with contractors to discuss the
issue. Department staff must aso decide whether to approve or deny
aclaim based on their review of the documentation and discussions
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Initial Written Notification

Notice of Potential Claim

Certified Claim

with contractors. This decision should be made within the
timeframes provided for in the specifications. The following
sections briefly describe the claims review process (as outlined in the
department’ s specifications) and types of documentation required.

Upon discovery of a potential problem that could result in a request
for additional compensation, contract time extension, or other
contract change, contractors must immediately notify the project
manager in writing. The written request must fully explain the
situation and why additional compensation, time extension, or
contract change iswarranted. A project manager must issue a
decision to the contractor within seven calendar days of the receipt of
this notification. If adecision cannot be made within seven days, the
project manager must notify the contractor (in writing) that an
additional seven daysis needed to respond to the contractor’s
request. If aproject manager does not respond to a contractor’s
written notification, it is considered a denid of the contractor’s
request.

If a contractor disagrees with a project manager’s decision on the
written notification, the contractor has seven days to submit afully
completed notice of potential claim (NOPC) form. The NOPC is
used to state the contractor’ s objections to the project manager’s
response to the written notice, reiterate the basis for and amount of
any additional compensation, and present possible remedies.
Contractors must also alow the project manager access to and
provide copies of all records to support additional costs. Project
managers have seven days to respond to the NOPC and not
responding is considered a denidl.

If the project manager again denies the claim, the next step in the
processis for the contractor to submit acertified claim to the project
manager. A certified claim stipulates the claim is * not false,
fictitious, or fraudulent” and must be submitted using the
department’s certified claim form. Certified claims must be
submitted within 30 days of the department’s denia of the NOPC.
The certified claim must specify al reasons for the claim and include
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all cost records associated with the claim and any additional
information pertinent to the claim. Claim updates must be submitted
every 30 days until a contractor has incurred all costs or the
department approves the claim. District administrators make the
final decision on whether to approve a certified claim. If adistrict
administrator issues awritten decision on aclaim, it must be issued
within 30 days of receipt of the certified claim. A contractor’s claim
is also deemed denied if adistrict administrator does not respond to
the certified claim.

Contractors can apped a district’s decision to deny acertified claim
to the department’ s Board of Contract Appeals (i.e. the board). The
board consists of MDT’s Chief Engineer, Operations Engineer, and
Chief Legal Counsal. The Construction Bureau Chief serves asthe
board’ s secretary and is responsible for scheduling board meetings
and ensuring board members are provided copies of all
documentation related to a claim. The board has a responsibility to
evaluate the claim, review the district’ s decision to deny the claim,
and make a decision onthe validity of the claim and the district’s
decison. The board only reviews those documents and evidence
submitted with the origina claim and the district’s evauation of the
claim. If additiona information is needed to help it make a decision,
the board can request the information from the district or the
contractor. The board may affirm, overrule, or modify, in whole or
in part, the district’s decision. The board’'s decision isfina. If
contractors want to continue pursuing a claim issue, they can pursue
the claim in district court.
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I ntroduction

What Impact do Claims
Have on the Department

and Contractors?

Contract claims will aways be part of the highway and bridge
construction process to help the department and contractors address
disputes that are not easily resolved, and determine whether
additional compensation to a contractor is warranted. Therefore, itis
important to have a claims process that is efficient and timely.
Department officials requested an audit of contract claims because
they wanted to know how claims impact both department and
contractor operations. Specifically, they wanted to know if the
contract claims processisfair to contractors while still protecting the
taxpayer’sinvestment. They also had questions regarding how
efficiently the department processes claims and if any changes were
needed in their established process. Department management also
believed the number of contract claims filed was increasing and
requiring more staff time to resolve the issues. This chapter
discusses the department’ s process to administer contact claims.

Based on department information, we found there are not high
numbers of contract claims and the impact they have on the
department’s overal construction costsis limited. However, there
are financia impacts on individual projects and contractors. There
are also general administrative and indirect costs for both the
department and contractors to administer contract claims.

The department measures total construction costs by tracking
payments made to contractors for work performed. One method for
assessing the impact claims have on department operationsis to
compare payments made to contractors to total claims settled for the
sametime period. This comparison is provided in the following
table for fiscal years 1999-00 through 2001-02.
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Claims Can Increase Costs
for Individual Contracts
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Tablel

Comparison of Contractor Paymentsto Settled Claims
FY 1999-00 thr ough 2001-02

Contractor Claim Per centage of
Fiscal Year Payments Settlements Payments
1999-00 $ 227,422,273 $ 958,156 A42%
2000-01 $ 198,228,507 $ 272,647 .14%
2001-02 $ 213001207 $1807,110 .85%
Total $638,651,987  $ 3,037,913 48%

Source: Compiled by the L egidative Audit Divison from
department records.

Based on Montana Department of Transportation (MDT) data, the
overall impact (as a percentage) claims have on total payments made
to contractorsis limited. Claim activity has had minimal impact on
the department’ s overall costs of construction. While the department
paid contractors more than $638 million over the last three years,
claims amounted to less than one-half of one percent of this total.
However, even though claims are a small percentage of total
payments, contractors were still paid more than $3 millionin
additional compensation through claim settlements over the last three
years. This does not include additional compensation made through
change orders.

To further assess claim activity and its impacts, we reviewed claim
activity on a project-by-project basis. To do this, we reviewed al
claims (25) for projects that began construction in calendar years
2000 and 2001. We noted that even though claims have had limited
impact on the costs of the department’s overall construction
program, claims can significantly impact payments to contractors on
individua projects. For example, we identified a claim the
department settled for $160,000 on a project with a contract award of
just over $1 million. While this dollar amount is not significant
when compared to the department’s overal construction costs, it is
16 percent of the contract amount for thisindividual project.
Another project we reviewed has a $2.5 million claim pending
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review on a$10.7 million project. Thisis 23 percent of the contract
amount. According to contractors, another effect of contract claims
are delays in settling claims with the department because this
increases the financial impacts to contractor operations. Similar to
the department, contractors also experience administrative costs
related to contract claims.

According to MDT officias, another major impact of claim activity
isthat it isa“time waster” for department staff. Specifically, they
said dealing with claim issues reduces the staff’ s ability to
effectively manage construction projects and aso takes staff time
away from performing other tasks.

Conclusion:

» There arereatively low numbers of contract claimsfiled and
their dollar impact to the department’ s overall construction
program is limited.

» Claims can have significant financia impacts on individual
projects and contractors. This includes the amount of staff time

needed to address claim issues.

MDT Does Not Know the
Extent of Claim Activity

Department information related to claim activity is generaly limited
to claims the department settled by paying additional compensation
to contractors. Information such as the total number of clamsfiled
in each district, the reasons claims were filed, the amount of time
staff spend dealing with claim issues, and the status of claims being
reviewed are not tracked. Department policies require settled claims
to be paid and payments recorded on the Construction Bureau's
change order system. However, we also found inconsistenciesin
how the MDT classifies settled clams. We noted some settled
claims are recorded on the change order system as “administrative
settlements’ but others are recorded as regular change orders. There
is currently no formalized or standardized information available at
the Construction Bureau or the district-level regarding the
department’ s claim activity. Presently, the department relies
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Rdiability of MDT Claim
I nformation is Questionable

Extent and True Impact of
Claim Activity is Unknown
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exclusively on Construction Bureau and district staff memory to
obtain data related to claims.

According to the American Society of Civil Engineers (ASCE),
management information related to claim activity should be available
to show “what happened, when it happened, why it happened, who
caused it to happen, and what was done about it.”

Since the department did not have centralized management
information related to claim activity, we obtained information from
each district. Construction Bureau officials believed the districts
would be the best source of information since they are directly
responsible for administering construction projects.

We compared the initia district information to the data gathered
during our file reviews. Based on our analysis, we identified a
number of instances where claim information was incorrectly
reported. For example, we identified claims during our file reviews
that were not reported by district staff. We aso found instances
where district personnel overstated the number of claims occurring
on projects. For example, one district reported eight claims on a
single project but when we reviewed the file for this project we only
identified two claims. This may be a situation where district staff
confused other discussions with the contractor as claim activity or it
could be a problem with the district’s documentation related to the
claim. In another example, district staff reported a change order asa
claim on a project for awork delay caused by the Forest Service
shutting down construction activities during the 2000 fire season.
District staff said they reported this situation as a claim because they
believed the contractor would have filed a claim if the department
had not approved the change order.

Neither the Construction Bureau nor district staff know the extent of
the department’ s claim activity or what the impact of claims are on
MDT’s construction program. Most department management and
staff we interviewed indicated claims have significant impacts on the
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construction program and believe the number of contractor clamsis
increasing. However, information we obtained from the districts and
the Construction Bureau showed that claims do not have a major
impact on the department’ s construction program. The department’s
current view of claim activity and its impacts are generally based on
perception. This could be due to the significant increase in change
order activity in recent years. For example, in fiscal year 1997-98
there were 253 change orders totaling $4.8 million compared to
fiscal year 2001-02 when 303 change orders were approved totaling
$17.7 million.

We noted transportation departments in some other states we
contacted maintain more comprehensive management information
related to claim activity. For example, the State of Washington uses
an electronic database to track the number of claims, the reasons
claims occurred, and how they were resolved. Officids from the
Washington Department of Transportation indicated this information
assists them in directing efforts to correct problems that contributed
to claim activity, such as poorly written specifications or vague
contract language. More importantly, however, they said the system
helped ensure more consistent administration of claim issueson a
statewide basis.

Conclusion:
The department does not have management information that

provides for efficient administration of contract claims.

Contract Claims Should
be Better Documented

The department’ s construction manual and the Standard
Specifications for Road and Bridge Construction require all phases
of the claims review process be documented and all department
decisions supported. Documentation required includes:

» Written correspondence between contractors and district
personnd.

»  Written summaries of meetings between contractors and
department staff.
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Documentation W eaknesses
Identified
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» Notice of potential claim forms.
» Certified claim forms.

» Financial records provided by contractors that support their
request for additional compensation and review of this
information by MDT staff.

» Project manager daily diaries to record daily activities on
construction projects, including discussions with contractors and
potentia problems that could lead to claims.

The ASCE notes documentation plays the most significant role in the
favorable and timely negotiation and settlement of claims. Federal
regulations also require documentation be sufficient to support all
actions taken on claims. According to the Federal Highway
Administration, the “burden of proof” to document the
reasonableness of a claim is vested with state transportation

agencies. For thisreason, MDT lega officias stated all activity
related to contract claims should be “clearly and fully” documented
in order to defend department actions.

We noted a number of weaknesses related to the extent of
documentation for contract claims. Examples of documentation
weaknesses we noted included:

» Missing letters from contractors notifying the project manager of
the issue, missing notice of potential claim forms, and missing
certified claim forms.

» Incomplete documentation provided by contractors or missing
contractor documentation related to equipment and labor costs.

» Evidence did not always exist indicating contractor
documentation supporting the claim was reviewed and verified
by digtrict staff as required by the FHWA.

» Claim documents, such as the certified claim, did not aways
indicate how much additional compensation was being
requested.
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» Meetings and/or discussions held between the contractor and
district staff, and decisions made at these meetings were often
not documented.

» Missing documentation which indicated contractors are kept up-
to-date on the status of claims and informing them additional
time is needed to review documentation and make a decision.

» Project managers were inconsistent in maintaining daily diaries
related to claim issues. Some diaries provided significant detail
related to claim issues and other diaries did not contain any
information.

The lack of documentation often made it difficult to determine how
and why the department made decisions related to claims.
Conseguently, it was not always possible to determine how
settlements with contractors were reached or if settlements were fair
to contractors or the taxpayer. For example, one project we reviewed
had a claim settlement with a contractor for $160,000. District
personnel told us the settlement was based on the amount of work
the contractor completed and their “feeling” the settlement was fair.
However, documentation associated with the claim did not indicate
how much additional compensation the contractor originally
requested. Theinformation aso did not support the district’s
decision to settle with the contractor for $160,000.

Conclusion:

Documentation weaknesses in the department’ s claims process
make it difficult to determine how decisions to settle clams are
made and whether the settlements are fair to either the state or
contractors.

Limited Coordination
Between Districts and the
Construction Bureau

During the audit, we found contract claim coordination between the
districts and the Construction Bureau is limited and inconsistent
among district staff. When digtricts did involve the bureau, it was
often not until the districts and contractors had spent months trying
to resolve an issue. According to the department’ s construction
manual, a responsibility of the bureau isto assist digtrictsin
resolving contract claims, and districts should involve the bureau as
soon as potentia claim issues are identified. The Construction
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Limited Coordination
Between Districts and the

FHWA
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Bureau has expertise that is not available in the districts, so they
serve as aresource for district staff in settling claim issues. The
bureau is also responsible for ensuring problems are handled
consistently statewide and that changes are made to contracts and
specifications to help prevent similar problems in the future.

The construction manual also requires coordination between the
districts and the Construction Bureau. For example, the manua
states the Construction Bureau is to advise district staff on how to
resolve construction problems. In addition, the manual requires
districts to submit copies of al claim documentation to the
Construction Bureau so it can help districts resolve contractor
clams. Our file reviews found the Construction Bureau is not
always provided copies of claim documentation and the bureau is
often not aware that claims had been filed on projects.

Insufficient coordination between the districts and the Construction
Bureau has caused consistency and timelinessissues. For example,
we reviewed a claim that was denied by a district and appedled to the
Board of Contract Appeals. Between the district and board review
the claim took approximately nine months (261 days) to process.
The board reversed the district’ s decision to deny the claim.
Congtruction Bureau officias were not aware of this claim until it
was appealed to the board. Bureau officials said they would have
recommended the district settle this claim. Had the district
coordinated this issue with the Construction Bureau, this claim could
have been resolved much earlier.

Our audit work found coordination with the FHWA is limited. For
the 25 claims we reviewed, districts initiated early coordination with
the FHWA on only 3 claims. Districts provided the FHWA with
claim documentation on three other projects, but it was not until late
in the claims process. For example, on one claim we reviewed the
FHWA was unaware of the situation until the issue was appealed to
the Board of Contract Appeals. The remaining 19 projects we
reviewed did not have evidence of any coordination with the FHWA.
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The FHWA will participate in payment of clamsif they believe a
clamissueisvalid. Federa regulations require state transportation
agenciesto inform the FHWA of claims early in the process so they
can determine whether they will participate in payment of aclam.
The department has established procedures to coordinate with the
FHWA by providing them with copies of claim documentation, such
as notice of potential claims and certified claims. Since claims begin
at the district level, department procedures require the districts
initiate coordination with the FHWA. However, these coordination
procedures have not been followed for most claims.

Contractors and district personnel cited frustration that FHWA
officials were often not at meetings between district staff and
contractors to discuss settlement of claim issues. They said this
affected settlement discussions because they did not know for sure if
the FHWA would be willing to participate in the claim. If FHWA
officias did attend meetings, district staff and contractors said
federa officials would often not commit to participation in the claim.
According to district staff and contractors, this delayed settlement
decisons on claims. FHWA officias indicated these situations
generally occurred because the districts either did not inform them of
the claim situation or informed them too late in the process to review
documentation related to the claim.

The department invites FHWA officias to all meetings of the Board
of Contract Appeas. Our observation of board meetings found the
FHWA is attending board meetings. However, thisisthe last step in
the process and our observations and interviews with FHWA
officials found this is often the first time federa officials were aware
of the claim issue. Interviews with district staff found early
coordination with the FHWA is not a priority for staff because it
requires a significant amount of paperwork to be copied and
provided to FHWA officials. Didtrict staff said their workloads did
not always allow enough time to do this or other job duties were
more important. Another reason districts are reluctant to coordinate
with the Construction Bureau and the FHWA is because of a sense of
responsibility to resolve issues on their own. While the construction
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manua placesinitial responsibility to resolve claims with the
districts, the manua aso requires districts to coordinate claims with
the Construction Bureau and the FHWA.

Conclusion:
Thereis limited coordination between the districts, Construction
Bureau and the FHWA regarding contract claim activity.

How Can Contract Claim
Administration be
Improved?

MDT Should Compile
Information of Claim

Activity

Training is Needed

Page 22

As described in the previous sections, there are a number of
weaknesses in the department’ s current system to administer contract
claims. These weaknesses have reduced the department’ s ability to
efficiently administer contract claims. The following sections
discuss changes that could be made to improve the process.

Our audit found the department is maintaining limited information
related to claim activity and the information it hasis not reliable.
The American Society of Civil Engineers recommends data be
available that provides management with information on the extent
of claim activity. Thisinformation should be detailed enough to
inform management of the reasons claims are occurring, the costs
associated with claims, the number of claims, and how claim
situations are resolved. In order to better manage claims and assess
the overall impacts they have, the department needs to compile more
formalized information regarding claims.

There are a number of reasons for the documentation problems we
identified. One reason is lax record keeping by district personnel in
maintaining project files. We aso determined there are a number of
staff that are not familiar with all the requirements for administering
contract claims. Interviews with project managers determined they
were not aways familiar with the importance of documentation and
they had differing interpretations of the documentation requirements
outlined in the specifications and the department’ s construction
manual. According to MDT officias, many of these staff members
are new and have limited experience in administering construction
projects and reviewing claims. MDT officials said often times issues
become claims because project managers lack experience to identify
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Claim Database and Claim
Response Team Could
Improve Coordination

problems early on and address them before they become larger
problems. Since problems were not identified at an early stage,
documentation regarding the problem is often not obtained. Severa
project managers we interviewed also had limited experience in
handling contract claims and the claims we reviewed were often the
project manager’ s first claim. Project managers and department
management indicated staff has received virtually no forma training
related to contract claims administration.

Establishment of a system to improve coordination between districts,
the Construction Bureau, and the FHWA is needed but has
historically not been a priority for the department. According to
Congtruction Bureau officials, preliminary steps are being taken to
address thisissue. For example, the department is working on
establishing a Claim Response Team (CRT) that would consist of
members from MDT’ s legal services, the Construction Bureau,
district staff, and FHWA personnel. The CRT would be responsible
for reviewing large claims and ensuring all “decision makers’ are
involved in the process to resolve the issue.

The Construction Bureau is aso considering development of a
claims database to help the department better track claim activity on
astatewide basis. According to Construction Bureau officids, the
database would also be used to store data on claims and provide the
department with the ability to resolve future claim issues and idertify
staff training needs. Bureau officials also believe the database has
potential to create a more efficient system for districts to coordinate
claim issues with the Construction Bureau and the FHWA by
prompting them when claim issues are identified.

Establishing a claims database and the CRT would provide a means
for department staff (both in Helena and the districts) to have access
to information on al claim activity that is occurring. It would aso
provide more timely information to the Construction Bureau to
provide assistance to districts and begin addressing problems that
caused the claim. The database and CRT could aso help ensure the
FHWA is notified of claims earlier in the process. Development and
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Establish a Quality Control
Process
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implementation of the CRT and the claims database needs to become
apriority to help improve coordination between MDT didtricts, the
Construction Bureau, and the FHWA.

The MDT utilizes a decentralized arganizational structure so district
operations are relatively autonomous. Thereis currently no quality
assurance process in place to ensure claims are properly documented
and the claims process is working as intended. During our file
reviews, we noted MDT’ s Engineering Oversight Bureau (EOB)
conducts reviews of active construction projects. At the conclusion
of each review, areport isissued discussing the extent of work
completed, construction activities taking place, and comments made
by project managers and staff regarding their opinions on how well
projects are progressing. The reports a so note those areas where
projects are being properly managed and areas where improvements
are needed. We noted, however, that EOB staff does not include an
assessment of how claims are being administered as part of their
reviews of construction projects. EOB reviews could be used as a
quality assurance tool to ensure district staff is properly documenting
the claims process. Information from EOB reviews could aso be
used to help identify staff training needs related to contract claims
administration.

Recommendation #1
We recommend the department:

A. Establish a database to compile management information
regarding contract claims activity.

B. Train staff regarding claim documentation requirements.

C. Analyze the data collected to determine:
-- the number of claimsfiled statewide and by district
-- thereason claimswerefiled
-- which contractors arefiling claims
-- claim cogt and status

D. Egtablish a quality control processthat includes claim file
review to ensure claims are properly documented and valid.
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Contract Claim
Evaluation and Settlement

Most Claims Settled at
District L evel

How Long Doesthe Current
Process Take?

Eliminate Repetitive Steps
at District Level

Most of the department’ s time and effort related to claimsis
evaluating the vaidity of the claim to determine if contractors should
be paid additional compensation (i.e. claim settlement). MDT
officials had concerns the contract claims process was not working
as efficiently asit should. Many of these concerns stemmed from
complaints received from contractors regarding the length of time it
takes the department to make decisions on whether or not to approve
clams. The driving force of contract claims administration is the
department’ s Standard Specifications for Road and Bridge
Congtruction. The specifications become part of every construction
contract and define how the process should work and the
responsibilities and expectations of both the department and
contractors in the claims process. The following sections discuss the
department’ s process to evauate and settle claim issues.

We reviewed claim activity for projects that began construction
during caendar years 2000 and 2001. We reviewed 25 claims and
noted 12 claims were settled, 10 claims were denied, and 3 were still
being reviewed. No claims were pursued in district court. Overdl,
the districts either settled or denied 19 of the 22 (86 percent)
finalized claims we reviewed.

One focus of our audit was reviewing the timeliness of the clams
process from the date a claim issue isfirst brought to the district’s
attention until final resolution. We defined final resolution as either
approval or denial of aclaim by district personnel or by the Board of
Contract Appedls. It takes the department approximately 90 to 270
daysto process aclaim. For the 25 claims we reviewed, the districts
took an average of 130 daysto review claims. The timeframes
related to Board of Contract Appeal reviews are discussed later in
this chapter.

We noted the current claims review process has some repetitive steps
that contribute to inefficiencies in processing claims. Specifications
currently require contractors to notify districts of claim issues three
different times before fina decisions are made on clams. This
includes:
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What Could aMore
Efficient Claims Process

Look Like?

Page 26

» Notifying project managers in writing describing a problem or
disagreement (i.e. potential claim situation) that could result in
additional compensation being requested.

» Submitting a notice of potential claim (NOPC) if the first written
request is denied or ignored.

» Submitting a certified claim to district staff after aNOPC is
denied to certify aclaim is not false, fictitious, or fraudulent.

We noted little difference in the information provided in the initial
written notification, the NOPC, and the certified clam. Therefore,
current procedures generally require contractors to notify the district
of the same issue three times. In turn, district staff must respond
each time, and we found the denias were generally for the same
reason each time.

Current procedures are designed so project managers make initial
decisions on whether to approve or deny aclaim issue. Once an
issue is submitted as a certified claim, the district administrator has
the responsibility to respond to the contractor. However, we noted
project managers generally involved and discussed claim issues with
District Construction Engineers and/or District Administrators when
the issues were first brought to their attention.

Since project managers generaly involve district management from
the outset of a claim issue, the current process creates more
paperwork and alengthier process for both district staff and
contractors. The department should change its specifications to
eliminate repetitive steps within the claim review process. Specific
changes made to the current process should require only one
submittal and response of aclaim issue. Oncethisis done,
negotiations can begin with the contractor earlier in the processto
get the dispute resolved.

If the department were to eliminate repetitive steps from its claims
process and redirect efforts towards negotiations with contractors,
the claims process could become more efficient for the department
and contractors. The following figures illustrate the efficiencies that
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could be achieved if unnecessary steps were eliminated and more
emphasis placed on early negotiations with contractors. Figure 1
illustrates the MDT’ s current contract claims process. Figure 2
shows the efficiencies that could be achieved if repetitive steps were
removed from the process.
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Figurel
Current Contract Claims Process
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Figure2
Proposed Contract Claim Process
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Specifications Should
Emphasize Negotiations of
Claims
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Claim processing requirements in the Standard Specifications for
Road and Bridge Construction do not require negotiations between
district staff and contractors on claim issues. The specifications, as
illustrated in Figure 1, focus more on an exchange of paperwork and
forms between contractors and district staff rather than discussions of
theissue. Specifications appear to be set up more to deny clams
rather than to have timely discussions in an attempt to reach fair
settlements. According to the ASCE, the most effective way to
resolve construction disputes is through negotiations. Negotiations
take a significant amount of time and effort to gather necessary
documentation and include phone discussions, correspondence, and
meetings between district personnel and contractors. We noted
specifications for other states we contacted focus on negotiations
between contractor and department staff.

Even though negotiations are not discussed in the specifications,
negotiations between contractors and district staff have occurred and
contributed to the 130-day processing time for claims. We do not
necessarily believe this time frame is out-of - line when negotiating
claim issues with contractors. Thisis particularly true when
timelines for claim settlement are compared to other states where the
average claim settlement is an average of 180 days (which includes
appedl reviews). The states we interviewed said the magjority of this
time is spent negotiating issues with contractors. Our file reviews
noted negotiations with contractors tend to occur during the latter
stages of the claims process (at the certified claim stage) and after
districts aready denied the issue twice. In some cases formal
negotiations did not begin until after the certified claim was denied,
s0 the claim had been denied three times.

Since negotiations often occur late in the claims process, the
effectiveness of the claims processis reduced because an adversarial
relationship has generally devel oped between the district and
contractor. This makes negotiations and issue resolution between
district staff and contractors more difficult. According to the ASCE,
formal negotiations should begin early in the process because the
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more time that passes the larger the disagreements become and the
more difficult it becomes to reach a settlement.

In contrast to the department’ s specifications, the construction
manua stresses the importance for district staff to take the time
necessary to “study and understand problems so as not to be rushed
into bad decisions.” It aso stresses communication with contractors
to ensure problems can be resolved and equitable solutions reached.
This communication (i.e. negotiations) should begin as soon as a
claim issueisidentified. Rewriting the specifications to require
negotiations with contractors at the beginning of the process instead
of the end will help improve timeliness of district decisions and
reduce the adversarial relationships that exist between districts and
contractors.

Recommendation #2

Werecommend the department improve its claim
specifications by removing repetitive steps and focusing on
early negotiations of claim issueswith contractors.

Escrowed Bid Documents

Bid Documents Assist in
Claim Negotiations

Contracts for projects with engineer’s estimates of at least $3 million
include a special provision that requires bid documents be placed in
escrow within seven days of the bid opening. Bid documents include
any information that contractors used to calculate unit prices when
bidding on construction projects and includes “any writings, working
papers, computer printouts, charts, and compilations, used by the
contractor to determine the bid it submits.” In the event a contractor
filesaclaim on a project, the specia provision alows the department
to open and review the escrowed bid documents and use the
information when negotiating the claim with the contractor. There
are varying views regarding escrowed bid documents among
trangportation officials. Some believe the documents provide good
information to assess the vdidity of aclaim. Others do not believe
the information necessarily helps negotiations to a great extent.

According to the Federal Highway Administration, escrowed bid
documents are a good source of information for partiesto resolve
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Department Not Always
Following Specifications
Related to Escrowed

Documents

Page 32

disputes on an equitable basis. During our review, we identified an
example that showed how bid documents can be valuablein
negotiations with contractors and helped prevent the department
from paying contractors additional compensation when they were not
entitled to it. We reviewed one project where district personnel used
the escrowed bid documents to negotiate with a contractor. The
contractor submitted a claim for over $300,000 to cover costs to
develop anew gravel pit because the contractor did not have
sufficient gravel to complete the project. However, when bid
documents were reviewed the district found the contractor bid the
job using the materias in the supposedly “new” pit. Thisresulted in
this claim being dropped and the department avoided an additional
cost of $300,000 on the project.

Construction contracts state that if contractors do not submit all bid
documentation to be placed in escrow it is considered a“materia
breech” of the contract and actsas a*“final and total waiver” of all
claims and disputes on the project. We identified instances where all
bid documentation was not provided as required by the contract. For
example, one claim we reviewed was for approximately $250,000.
When the department opened the escrowed bid documents they
found that not al the documents had been provided. However, the
department did not deny the claim. A decision on this claim was till
pending after 15 months of dealing with the issue. Both parties
believe this claim issue will need to ultimately be resolved by the
court system. If the district had denied the claim upon discovery that
the escrowed bid documents were missing, thisissue could have
been appealed to the courts much earlier in the process.

District staff said they are not comfortable denying claims just
because escrowed bid documents are not provided. Their main
concern isthey do not believe the department is consistent in
requiring contractors to submit bid documents to be placed in
escrow. Additionaly, MDT legd staff said they believe the courts
would view a department denial of a claim based on a contractor not
providing bid documents to be placed in escrow as a “ procedura
technicality.” Therefore, they do not believe the courts would
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Review Value of Escrowing
Bid Documentsto Claims

Process

Establish a Better System to
Ensurelnformationis

Provided

support the department’ s decision to deny a claim for this reason.
MDT legal officials are not aware of any instances where this has
happened because a claim has not been challenged solely for this
reason.

In a prior recommendation we discussed the need for the department
to focus on early negotiations of claim issues with contractors.
Escrowed bid documents can be one source of information that can
be used to negotiate some contract claim issues with contractors.
However, we found the department is not always requiring
contractors to provide all required documentation or denying claims
when contractors do not provide required information. Department
staff does not appear to fully support or understand the requirements
of this specification. The department needs to review whether
placing bid documents in escrow adds value to the department’s
ability to negotiate contract claims. If the department determines the
valueis limited, then the specification should be eliminated. If there
is value to placing bid documents in escrow, then the specification
should be rewritten to make it a more useful and effective tool for the
contract claims process. In addition, a system should exist to ensure
contractors provide required documentation to be placed in escrow.

The department does not currently have an effective process to
ensure contractors have submitted all bid documentation. The
department requires contractors complete a checklist to show which
bid documents were provided, but there have been times when the
checklist was not completed. Additionally, department officials said
there is no procedure in place to verify the information noted on the
checklist is actually provided. The department could, at minimum,
perform a spot check of the information when the contractor submits
it to the department.
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Recommendation #3
We recommend the department review the value of placing bid
documentsin escrow and then:

A. Eliminate the specification requiring documents be placed
in escrow if their valueislimited in negotiating contract
claims, or

B. Establish aprocessto ensureall documentsare provided
when they are submitted to the department.

Board of Contract
Appeals

Board Operations Discussed
With Contractorsand Other

States
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The Board of Contract Appedls (i.e. the board) becomes involved in
the claims process when claims are denied at the district level. If
contractors disagree with adistrict’ s decision to deny aclaim, the
decision can be appedled to the board. The board reviewsthe
documentation related to the claim and the reason the district denied
it. The board can uphold the districts decision of denia or modify
the decision in whole or in part. Decisions of the board are the final
step in the department’ s claim review process. |If contractors
disagree with the board’ s decision they can appeal the decision to
district court. The department requested us to assess whether the
board was making fair, unbiased decisions when evaluating claims.
It also wanted an evaluation of potentia alternatives to the board.

We interviewed ten contractors regarding the ability of the board to
make independent decisions regarding claims and found contractor’s
opinions were split. Three contractors believed the board provided
an independent review, three did not, and four had no opinion dueto
alack of experience with the board. Those that do not believe the
board made independent decisions said an aternative process to
appeal claim decisions should be established. We aso discussed
claim appeal procedures with other state transportation departments
and found most states are moving away from using interna review
boards. Other states were not necessarily making these changes
because they believed their boards lacked independence. Rather,
they were generally addressing the perception among contractors that
their review boards were not independent.
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Alternatives are Available

Dispute Resolution Boar ds

Arbitration

Alternatives to the board are available. These aternatives include
dispute resolution boards, mediators or arbitrators. However,
information related to these alternative approaches found
administration of alternative approaches can be more extensive and
expensive than an internal review board. To further illustrate other
aternatives, the following sections discuss dispute resolution boards
and arbitration.

According to the ASCE’ s Construction Dispute Review Manual,
dispute resolution boards (DRB) are generally assigned to oversee
specific construction projects and consist of a three-member panel
that is organized before construction projects begin. A DRB
periodically meets at the job site where members become familiar
with project procedures, specifications, and contract plans. The role
of the DRB isto encourage early resolution of disputes and review
those disputes that cannot be resolved. As part of its review process,
the DRB reviews contract documents, correspondence, and any other
relevant information and holds hearings so each party can explain its
position and answer questions related to the issue. According to the
Congtruction Dispute Review Manual, the fees for each DRB
member generally range from $1000 to $2000 per day and complex
cases could require hearings of severa days and several weeks of
DRB deliberations and report preparation. The approximate cost of
the Board of Contract Appeals meeting we observed was
approximately $300 and there were severd claims reviewed at this
mesting.

Arbitration is a method where decisions are made by one or more
arbitrators chosen by the partiesinvolved. Decisions are based on
factsand law. We discussed claim appeal procedures with officials
from the Architecture and Engineering Division (Department of
Administration) and the Water Resource Division (Department of
Natural Resources and Conservation) for state building and dam
construction projects. Appeals on these projects are reviewed
through an arbitration process. Information from the American
Arbitration Association indicates arbitration costs for construction
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Summary

reviews could be as high as $16,000, per claim, depending on the
size of the clam.

We evaluated decisions made by the board by attending a board
meeting and reviewing documentation for several claims that were
appeded to the board. The board reviewed five claims during the
meeting we observed. The board was provided a detailed summary
of each claim situation and all corresponding documentation for
review. The board members were not directly involved in the
district’s decision-making process. Additional information was
obtained from both contractors and district staff as needed. For the
five appeals, the board upheld three district decisions for denial of
the claim and reversed the district decision on two claims. We did
not find evidence the board was making decisions that were not fair
or were biased in any way. Additionally, if contractors do not agree
with a decision made by the board, they can still take the issue to
court.

The department’ s process to use an internal Board of Contract
Appeals is working as intended and a change to an aternative
approach is not warranted. |If the department believes that the
perception of independence is important and chooses to make a
change, it needs to carefully consider the potentia costs and
administrative processes that exist with the alternatives.

Conclusion:
The Board of Contract Appeals works as intended.

Board of Contract
Appeals Needsto
Establish Review

Timelines

Page 36

We reviewed atota of 25 claims and 4 were appeded to the board.
Based on our review of these appealed claims, we found the board
took an average of 147 daysto review these claims. Title 23, section
635.124 (b), Code of Federa Regulations, states “it is expected the
state highway agencies will diligently pursue the satisfactory
resolution of claims within a reasonable period of time.”
Furthermore, information from the American Society of Civil
Engineers says board members should be provided time to review
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documentation related to claim appeals but hearings should be “held
promptly after they are requested.”

Contractors who had experience with the board all expressed
concerns regarding the board’ s timeliness in reviewing claims.
Contractors indicated these delays have significant impacts on their
operations. According to the contractors, they simply want to know
what the department’ s final decision is on the issue. We noted other
states generally reviewed claims in amore timely manner than MDT.

File reviews and interviews with department officials noted one
reason for untimely board reviews was related to a personnel issue
with an employee who was not referring claims to the board in a
timely manner. A personned change within the Construction Bureau
addressed thisissue. However, we noted other reasons for untimely
reviews of claims by the board. In addition, department officias
indicated it is often difficult to get board meetings scheduled due to
other job duties and meetings of board members. Department
officials al'so said board meetings are generally not scheduled until
more than one claim can be heard, so months may pass until another

claim is apped ed.

The department’ s specifications establish timelines for districts to
review claims; however, the specifications do not require the board
to review clams within any specified period of time. According to
some board members, claim review and resolution has stalled
because the board does not have timdlines it must meet. Since there
are no timeline requirements, claim review has not been made a
priority for board members.

Board members suggested a variety of ways to ensure the board
meets established timelines including meeting on afixed date (such
as monthly or quarterly), meeting at off hours to avoid scheduling
conflicts, or having board members send representatives to other
meetings so they can attend board meetings. We believe any of these
methods would improve the timeliness of board reviews. However,
any timelines that are established for board review should be
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formalized in the department’ s Standard Specifications for Road and
Bridge Construction. This change would aso inform contractors of
when they can expect fina decisions on claims.

Recommendation #4

We recommend the department establish timelinesfor Board of
Contract Appeal reviewswithin the department's Standard
Specifications for Road and Bridge Construction.
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Recommendation #1
Fstablishing management information o clasn activity and impacts can be evaluated.

We concur.

The Construction Bureau has instituted a spreadsheet application to track on-going claims in
construction contracts. This is viewed as an intetim measure until such time as the business
plan required by the department of Administration is completed and approved for a database
and tracking system. Also, the bureau is in the development stages of the AASHTO
software module SiteManager. SiteManager has some capabilities that will be used m
conjunction with the proposed database and tracking system. It is not fully determined at
this time how these software management systems will be integtated.

Staff training in the area of claims mitigation and tracking is an on-going process. Training
in this area was conducted in conjunction with the annual training academy, which took
place at MSU in Bozeman this past Januaty. In addition, training in plans and contract
documents, project scheduling, change orders, and negotiations was made available at
Bozeman, and will be continued on a regular basis. These subjects have relevance in the
ateas of claims. The importance of the documentation of claim issues is a subject being
emphasized by the Claims Response Team. The Claims Response Team concept has been
promoted and implemented by the Construction Review Section under the guidance of Paul
Jagoda, PE, Construction Review Supervisor. This team is being deployed in response to all
major claims, to aid district construction personnel with the proper handing and mitigation
of majot claims. The Claims Response Team attempts to make available all technical
resources necessary for field personnel involved in claim issues.

The Construction Bureau is in the initial stages of analyzing claim data to determine the
number of claims being filed on a statewide and district basis, reasons claims are being filed
and claim cost and status. 'The Construction Bureau believes that less reliance on method
specifications and moving towards end product specifications, which charactetize the
desirable characteristics of products, and teward the producer of superior quality products, is
a key towards lessening conflict and resultant claims on projects. T'owards this end, the
bureau has promoted and led the effort in developing new specifications for plant mix
surfacing, bridge piling, drilled shafts, seal and covers and other products. The end product
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specification process removes MDT from the oversight of methods employed by
contractors in production, and analytically focuses on what is being produced. This concept
promotes contractor innovaton and efficiency, and the adoption of new and improved

equipment, methodology and materials.

The bureau is also involved in the streamlining and elimination of unnecessasy subrmuttals.
This is being promoted for some of the same reasons as end-product specifications, but also
to promote efficient and less time consuming contract administration. 'The submttal and
approval process can sometimes also buy the depattment unnecessaty liability, and claims
exposure. Bridge Reviewer Mac McArthur, P.E., is the bureau’s lead in this area.

Recommendation #2
Removing repeistive steps in the claim review process and foous on earlier negotiation of claims with contractors.

We concur with the encouragement of early negotiation.

The Engineeting Division’s Training Coordinator, Luella Schultz, in conjunction with the
Construction Bureau, arranged and conducted training in negotiations in August 2002 for
Construction Bureau engineering staff, and district construction and operations engineers.
This initial training was well received, and it is anticipated that similar training will be
provided to engineering project managers on an on-going basis in the future. Additional
negotiation training was provided in January in Bozeman.

The Construction Bureau strongly endorses the idea that negotiation is a skill that can be
developed through training, and would be extremely useful at the project level. The bureau
endorses and promotes the resolution of problems and conflicts at the project level. Itis
dedicated to making all available department resources available to field project staff, so they
have the essential technical information available to resolve issues.

We ate in basic agreement with the audit recommendation to remove tepetitive steps in the
claims process, provided this does in fact encourage resolution at the project ot district level.
One congcern is that unless the intent is propetly conveyed, removing steps from the process
could possibly be viewed as a method to escalate claims more quickly, rather than seeking
mitigation at the lowest possible level.

Recommendation #3
Reviewing the value of placing bid docurments in escrow and using these documents to negotiate contract clasms.

We believe this specification should either be enforced or eliminated, with enforcement
being out preferred alternative.

The audit report recommends either elimination of escrowed documents, or establishment
of a process to ensute all documents are provided that are required by the specification. The
Construction Bureau has on occasion recognized some benefit from escrowed bid
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documents in the mitigation of claim issues. However, the specification’s overall usefulness

is questionable, given that it is not being enforced. Specifically, the specification contains the

following language:
“Eailure to submit all documentation and inventory as required above, or fisted on the inventory
documentation that is not actually provided as required, will be considered a material breach of
the contract, is a failure to comply with a condition precedent to fifing of a claim or lawsuit, acts as
a total and final waiver of all claims or disputes involving matters that would have been included
(e.g., claims of delay, changed site conditions, loss of productivity, etc.), and subjects the
Contractor to action under ARM 18.3.107 et seq.”

Bid documentation that has been reviewed has failed to meet the requirements of the clause
on occasion, but this clause has not been used to reject any claim. The Construction Bureau
believes that this clause may be viewed as an idle threat, and be routinely ignored in the
future if some attempt is not made by the department to stand by these requirements. If
that becomes the case, the value of bid documentation would be extremely suspect.

We should not continue to make a responsiveness determination on the specification if it s
not enforced. If a responsiveness determination is not made on the specification
requirements, the specification is moot at best, If a responsiveness determination is to be
made based upon compliance with this specification, but the specification not enforced in
practice it is possibly counterproductive to the concept of awarding to the lowest bidder.

Recommendation #4
Establishing timelines for Board of Contract Appeal review of clains.

We concur with this recommendatdon. The Construction Bureau is scheduling quatterly
meetings in an effort to promote timely action on claims, while the specifications on
timelines are under review. The Construction Bureau would also like to see time frames
associated with all steps in the claims process; currently there are no timeframes required of
district administrators for response to claims.
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